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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE ofF ' CALI FORNI A

In the Matter of the Appeal of )
)
TRI ANGLE PUBLI CATI ONS, | NC. )

Appear ances:
For Appel |l ant: Jules |. Witnman
Peter J. Picotte
Attorneys at Law

For Respondent: Gary M Jerrit
Counsel

OPI1 NI ON

This appeal is nade pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Triangle Publica-
tions, Inc., against proposed assessnents of additiona
franchise tax 1n the anounts of $225,503.71, $181,884.00,
$141,817.20, $148,251.33, and $10,000.00 for the incone
years 1971, 1972, 1973, 1974, and 1974, respectively.
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Appeal of Triangle Publications, Inc.

Four questions are Fresented by this appeal:
(1) whether respondent properly included the gain from
the sale of certain assets in appellant's apportionable
business i nconme; (2) whether appellant and its wholly
owned subsidiary, Triangle Financial, Inc. (TFl), 'were
engaged in a single unitary business; %3) whet her respon-
dent properly excluded the gain fromthe sale of certain
assets fromthe sales factor of appellant's appor ti onnent
formula: and (4) whether the gain fromthe sale of certain
assets, which is reported on the installment basis, should
properly be apportioned using factors of the year of sale
or the year of receipt.

Appellant is a Delaware corporation with its
princi pal place of business in Pennsylvania. Before 1970,
appel l ant operated a radio and television division, a
trade publications division, a nmgazine division, and a
TV publications division. During the year-s 1970 through
1973, the newspaper division, the radio and television
division, and a building used by the trade publications
division were all sold on separate installnment contracts.

After appellant had received the initial pay-
ment on each contract, the contract was transferred to
TFl.  TFl had been formed as a wholly owned subsidiary of
appellant in 1970. The officers and directors of TFI and
appellant were identical. During the appeal years, TFI's
maj or business activities consisted of collecting the
install ment paynents (and interest) under the transferred
contracts and investing the proceeds in various securities.
The interest income fromthe contracts nmade up an average
of 76.3 percent of TFI's incone during this period.

Appel lant reported its California franchise tax
liability on the basis of a conmbined report, including in
the report the income fromits four divisions and two of
its subsidiaries. TFI was not included in the conbined
reports. Appellant also excluded from apportionable
busi ness inconme the gain fromthe sales of its tw divi-
sions and the building.

Upon audit, respondent determ ned that the gain
fromthe sales of the divisions and the building should
have been included in business income and that TFl was
part of appellant's unitary business. After action on
appel lant"s protest against the proposed assessnents,
respondent determned that the gain from the install ment
sal es shoul d have been apﬁortioned using the factors of
the year of sale rather than those of the years in which
the gain was actually reported under the install nment
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method. This resulted in an additional proposed assess-
ment for 1974, the only year remaining open for assessmnent.

Sal e of Assets

Since its adoption by California in 1966, the

Uni form Di vision of Income for Tax Purposes Act (UDI TPA)

Rev. & Tax. Code, s§s 25120-25139) has provided a conpre-
ensive statutory scheme of apportionnent and allocation
rules to measure California' s share of the income earned
by a taxpayer engaged in a nmultistate or nultinational
unitary business. ~UD TPA distingui shes between "business
i ncone," which nmust be apportioned by fornula, and
“nonbusi ness income," which is allocated to a specific
jurisdiction accordin? to the provisions of sections
25124 through 25127 of the Revenue and Taxati on Code.
Busi ness and nonbusi ness incone are defined in Revenue
and Taxation Code section 25120 as fol | ows:

(a) "Business income" means income arising
fromtransactions and activity in the regular

course of the taxpayer's trade or business and
i ncludes incone fromtangible and intangible
property if the acquisition, nmanagenent, and

di sposition of the property constitute Integral
parts of the taxpayer's regular trade or busi-
ness operations.

* % &

(d) "Nonbusiness income" neans all incone
ot her than business incone.

_ The statutory definition of business incone pro-
vides two alternative tests for determning the character
of incone. The "transactional test" |ooks to whether the
transaction or activity which gave rise to the incone
occurred in the regular course of the taxpayer's trade
or business. The “functional test" provides that incone
i's business income if the acquisition, nanagenent, and
di sposition of the property giving rise to the incone
.were integral parts of the taxgayer's regul ar busi ness

operations, regardless of whether the incone was derived

from an occasional or extraordinary transaction. (Appeal of
Fairchild Industries, Inc., Cal. St. Bd. of qual.,"ﬁgﬁT—TT‘

T9807 A ootball G ants, Inc.,Cal. St. Bd.

of Equal., Feb. 3, 1977, Appeal of Borden, Inc., Cal. St
Bd. of Equal., Feb. 3, 1977.)
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Capital gains and | osses are apportioned by
formula if they conme within the definition of business
income (Rev. & Tax. Code, § 25128), but are allocable to.
the state of the taxpayer's comercial domcile if they
constitute itens of nonbusiness incone. (Rev. & Tax.
Code, § 25125.) The labels customarily given itens of
income, such as dividends or capital gains, are of no aid
in determ ning whether the inconme is business or nonbusi-
ness inconme; the gain or loss. on the sale- of. property,
for exanple, may be business-or nonbusiness incone,
depending on the relation to the taxpayer's. trade or
busi ness. (Cal. Admin. Code,, tit. 18, reg. 25120, subd.
(c) (art. 2); reg. 25120, subd. (a) (art. 2.5).) Gener-
ally, gain or loss from-the sale of real or tangible or
i ntangi bl e person-a.1 property is business inconme, if the
property while owned by the- taxpayer was used to produce:
busi ness i ncone. (Cal. Admin. Code,, tit. 18, reg. 25120,
oubd. (c)(2) (art. 2}; reg.. 25120, subd. (a) (art. 2.5).)

Appel  ant used a .combined report, to report the
income of all its divisions before they were sold. It
apparently does not dispute that-while it owned the
divisions, they constituted part of its unitary business.
However, it contends that incone resulting fromthe sale
of these assets is, neverthel ess, nonbusiness incone
because the divisions were separate businesses which were
| i qui dated when sold. As support for its position, appel-
| ant cites decisions from Kansas and New Mexico which held
that gain froman extraordinary or occasional sale of an
asset is not business incone. (McVean & Barl ow, Inc. v.
New Mexico Bureau of Rev., 88 N. M 521 [543 P.2d 489]

1975); Western Natural Gas Conpany v. MDonald, 202 Kan.

8 [446 P.2d 781] (1968).)*/ In the Appeal of Borden,
Inc., supra, we specifically rejected the reasoni ng of
the Kansas and New Mexico decisions, and we recently
reaf firmed our Borden decision in the Appeal of Cal avo
Gowers of California, decided by this board on February
28, 1984.

*Two other cases cited by appellant, Qualls v. Montgomery

Ward & Co., Inc., 266 Ark. 207 [585 S.w.2d 18] (1979) and

Carey v. Mountain Valley Spring Conpany, 245 Ark. 689
s.w.2d 8201 (1968), 1nvolved such totally diffierent

facts or addressed such-different |egal issues, that we

find them unpersuasive and irrelevant to the present

di scussi on.
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As expl ai ned_previously, section 25120 contains
two alternative tests for detern1n|nﬁ the character of
e

incone, the transactional test and t functional test.
Under the functional test, income from the disposition of
an asset is generally business incone if the asset pro-
duced business incone while owned by the taxpayer; there
is no requirenment that the transaction giving rise to the
i ncome occur in the regular course of the taxpayer's trade
or business.

The inconme fromthe sales of the divisions and
the building falls squarely within the ambit of the
functional test. They were all reported by appellant as
parts of its unitary business, and any inconme or |oss
fromthem while owned by appellant was apparently reported
by appell ant as business in character. Appellant's
contention on appeal that the divisions were separate
busi nesses directly contradicts, wthout basis, its own
earlier characterization. Therefore, respondent was cor-
rect in characterizing the gain as apportionabl e business
i ncone.

The fact that this gain was reported on the
install ment basis does not affect its characterization as
busi ness income. The entire gain on each sale was fully
realized and its character as business incone fixed in
the year of the sale: onlg the recognition and reporting
of the gain was deferred by the election of installnment
reporting. (See Sun First Nat. Bank of oOrland v. United
States, 607 r.2da I347 (. O . 1979).)

In this particular case, however, even the
recognition of the gain is not deferred because, with
each contract, there was a disposition of the install nment
obligation triggering inmrediate recognition Of the entire
gain " despite thé previous election o% install nent report-
ing. (Former Rev. & Tax. Code, § 24670, repealed by AB
380 (Stats. 1981, Ch. 336), operative for income years
begi nning on or after January 1, 1981.) Wien appel | ant
transferred the installnent obligations to TFI, Phat
constituted a disposition within the neaning of forner
section 24670, supra. Therefore, the gain from each sale
nmust be included I n appellant's apportionabl e business

i ncome for the year of that sale as provided in section
24670.

TR

When a taxpayer derives incone from sources
both within and without this state, its franchise tax
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liability Is neasured by its net incone derived from_ Or
attributable to sourceswithin this statee. (Rev.&& [aX.

Code., § 25101.) If the taxpayer is engaged in a single
unitary business with affiliated corporations, the incone
attributable to California sources nust be determ ned by
appl ying an apportionnent fornula to the total income
derived from the conbined unitary operations of the
affiliated conpanies. ( Edi son lifornia Stores, Inc.

v. MCol gan, 30 TCal.2d 472 [183 P.2d 16] (1947).)

established under either of two tests set forth t he
California Supreme 'Court. In Butler Bros. v. McColgan, 17
Cal.2d 664 [111 pP.248 3341 (1941), affd., 315 U.S. 501 (86
L. Ed. 991] (1942), the court held that a unitary business
was definitely established by the presence of unity of
ownership, unity of operation as evidenced by centra
purchasi ng, advertising, accounting, and management
divisions, and unity of use in a centralized executive
force and general system of operation. Later the court
stated that a business is unitary if the operation of the
portion of the business done within California is dependent
upon or contributes to the operation of the business
outside California. (Edison California Stores, Inc. v.
McCol gan, supra, 30 Cal.2d at 4381.)

The existence of a unitary business nag be
y

Respondent's determnation is presunptively
correct, and appellant bears the burden of proving that it
is incorrect. -(Appeal of John Deere Plow Company of
Mline, Cal. St. Bd. of Equal., Dec. 13, 1961,) Each
appeal nust be decided on its own particular facts, and no
one factor is controlling. (Container Corp. of Anerica, v.
Franchi se Tax Bd., 117 Cal.App.3d 988 {173 Cal.Rptr. 121}
(1981), arfd., -- U S =-- [77 L.Ed.2d 545] (1983).)

There is no dispute_that the ownership require-
ment for unity is met, since TFl was wholly owned by

appel lant.  Appel lant contends, however, that unity did

not exist because the two conpanies were engaged in com
pletely different businesses, there was no Interconpany

product flow or other intercorporate activity, and there
was no operational unity.

_ W find that we nust agree with agge lant in
this case. As respondent points-out, TF acted a,

appellant's collection armwth regard to the install nent
contracts, and this function could have been done w thout
formng a new corporation. However, appellant has

presented uncontradicted evidence that TFI was engaged in
I nvestment activities which apparently had nothing to do

with the operations of appellant and its unitary
subsi di ari es.
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Al t hough appellant's board of directors nade
the major policy decisions for TFl just as it did for
appellant, this is insufficient to justify a finding of
unity. Wth no evidence of any operational ties or func-
tional integration between the two, we sinply cannot say
that they were engaged in a single unitary business.

- W find unconvincing and contrived resPondent's
contention that contribution and dependency exi sted

bet ween appel l ant and TFI because appel |l ant provided a
continuous supply of work to TFl and TFl provided a
collection, service for appellant. \Wile appellant did
periodically contribute installment contracts to TFl, we
do not find providing a source of capital to be anal ogous
to interconpany product flow Nor do we find TFi's col -

| ection of the installnent paynments to be a significant
service for appellant when there is no evidence that the
proceeds were used in or nade available to appellant for
use in its unitary business operations. There is not
even any evidence of TFlI paying dividends to appellant
which mght be used to fund unitary operations. |n short
there is nothing of any significance that shows the type
of contribution or dependency characteristic of a single
unitary business. Therefore, respondent's determ nation
that TFl was part of appellant's unitary business was

I ncorrect.

Sal es Fact or

~ Appellant contends that, if the gain fromthe
sale of its divisions is characterized as apportionable
busi ness. incone, it must be included in the conputation

of the sales factor. Respondent disagrees, arguing that
such gains are excluded fromthe sales factor by regul a-

tions. Revenue and Taxation Code section 25134 defi nes
the sales factor as:

a fraction, the nunerator of which is the tota
sales of the taxpayer in this state during the

i ncone year, and the denominator of which is
the total sales of the taxpayer everywhere
during the income year

"Sal es"” are defined in Revenue and Taxation Code section
25120, subdivision (e), as "all gross receipts of the
t axpayer not allocated under Sections 25123 through 25127

of this code."

_ Respondent reljes on regulation 25137, subdivi -
sion (c), which states, in part:
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(A) Were substantial anounts of gross
receipts arise froman incidental or occasiona
sale of a fixed asset used in the regular course
of the taxpayer's trade or business, such gross-
recei pts shall be excluded from the s-ales
factor. For exanple, gross receipts from the
sa-le of a factory or plant will be excluded.

(Cal. Admin. Code, tit. 18, reg. 25137, subd. (c)(A)
(art. 2.5) (applicable for incone years beginning after
Dec. 31, 1972.).)

Substantially simlar |anguage was used'in regulation
2' 5134, applicable to the first tw years on appeal,
Adm n. Code, tit. 18, reg. 25134, subd. (b) (art 2).)

|t does appear that appellant's sales would comne
within respondent's regulation. Howeves, respondent's
regul ation appears to contradict the plain nmeaning of
Revenue and Taxation Code sections 25120, subdivision (e),
and 25134, supra. The regulation, therefore, purports to
authorize a deviation fromthe statutory apportionnent
procedures by excluding sone gross receipts fromthe sales
factor which under the statutor% procedures would clearly
be included. Deviations fromthe statutory allocation
and apportionnent procedures are authorized by Revenue
and Taxation Code section 25137, but only in exceptional
circunst ances where those procedures "do not fairly
represent the extent of the taxpaier's busi ness activity
inthis state," and the party seeking to deviate from
the statutory fornula bears the burden of proving that

such exceptional circunstances are present. (dppeal f
Doakled Monpany, Cal. St. Bd. of Equal., Feb. 3,
1977.)

Al t hough respondent's regulations are ordinarily
accorded substantial weight, we do not believe that it can
sinply rely on its own regulation to nmeet the burden of
proof under section 25137, at |east where that regulation
contradicts clear statutory language. (Accord, Twentieth
Century-Fox Film Corporation v. Department of Revenue, 2
O. Tax Rep. (CCH) ¢ 203,443, O. T.C No. 1987 (March 21,
1984).) Respondent nust show that the usual statutory
formula does not "fairly represent the extent of the
taxpayer's business activity in this state." Far from
presenting any evidence which mght show this, respondent
has not even argued that such an exceptional circunstance
exists. Since respondent has failed to show that a spe-
cial formula is necessary pursuant to section 2513'7, the
standard sal es factor nust be used.
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Because of the ‘determination of the other
issues in this appeal, We need not decide which factors

were proper.for apportioning installment sale gain.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding., and good cause
appearing t herefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board or the
protest of Triangle Publications, Inc., against proposed .
assessnents of additional franchise tax in the anounts of
$225,503.71, $181,884.00, $141,.817.20, $148,251.33, and
$10,000.00 for the incone years 1971, 1972, 1973, 1974,
and 1974, respectively, be and the sane is hereby nodi-
fied to reflect the déterninations made in the preceding
opi ni on.

Done at Sacranento, California, this 27th day
of June , 1984, by the State Board of Equalization
wi th Board Menbers M. Nevins, M. Dronenburg, M. Collis
and M. Bennett present.

Ri chard Nevins , Chai rman
Ernest J. Dronenburg, Jr. , Menmber
Conway H Collis , Menber
Wlliam M Bennett , Member

, Menber
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BEFORE THE STATE BOARD OF EQUALI ZATI ON
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In the Matter of the Appeal of )
)
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ORDER CORRECTI NG CLERI CAL ERROR

_ It is hereby ordered that the follow ng be added to
the first paragraph on the first page of the opinion and order
issued by this Board on June 27, 1984:

Subsequent to the filing of this appeal, appellant
pai d the proposed assessnments in full. Accordingly,
pursuant to section 26078 of the Revenue and Taxat’ion
Code, this apPeaI is treated as an appeal fromthe
denial of a claim for refund.

It is further ordered that the second paragraph on
the tenth page of the opinion and order nentioned above be
corrected to read as follows:

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxza-
tion Code, that the action of the Franchise Tax
Board in denying the claim of Triangle Publications,
Inc., for refund of franchise tax in the anounts of
$225,503.71, $181,884.00, $141,817.20, $148,251.33,
and $10,000.00 for the income years 1971, 1972, 1973
1974, and 1974, respectively, be and the sane is ’
hereby nodified to reflect the determ nations nade in
the precedi ng opinion.

Done at Sacramento, California, this 1st day OfAuguSt'

1984, by the State Board of Equalization, w th Boar
Menbers M. Nevins, M. Dronenburg, M. Collis, M. pgannett
and M. Harvey present.

Ri chard Nevins . Chai rman
Ernest J. Dronenburg, Jr. , Menber
Conway H Collis . Menber
Wlliam M Bennett . Menber
V| ter Harvey* . Menber

*For Kenneth COry, per Government Code section 7.9
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